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Objectives, Structure,and ‘Functions

Federal Reserve System Keeps Taut
Rein on Credit

Bank Reserves Boost Studied in Fed’s
War on Inflation

Discount Rate is Raised; Reserve Board
Calls Boost Anti-Inflationary Move

Banks Cut Borrowing From Fed

f

-

These captions from leading New York newspapers describe important Federal
Reserve actions. Such moves naturally raise a number of questions. “What is
the Federal Reserve?” “What does it do?” “How do its actions affect the econ-
omy?” “How does it establish policy?” “What are its aims?” “How effectively
can it accomplish its objectives?”” Answers to these questions lie at the heart of our

nation’s financial mechanism.

System Policy Objectives

TheFederal Reserve System is the nation’s central
bank. Like other central banks throughout the
world, its chief responsibility is to regulate the
flow of money and credit in order to promote
economic stability and growth. It o performs
many service functions for commercial banks, the
Treasury, and the public.

Its policy is aimed at providing monetary con-
ditions favorable to the realization of four ob-
jectives: a high level of employment, stability in
the overall price level, a growing economy, and a
sound international balance of payments. System
policy alone cannot, of course, achieve these ob-
jectives since many other factors also play im-
portant roles. Nevertheless, all System actions are
made in an attempt to facilitate the attainment of
these goals. As economic conditions shift, the
System at times must change the emphasis placed
on each of the four objectives, but all four are
ever in mind. Policies of restraint and ease are
but two phases of System efforts to achieve these
ends.

The four goals are closely interdependent.
Without high employment, an economy can
neither remain prosperous nor grow. With per-
sistent inflation, business practices become waste-

ful; speculation replaces productive activity; ex-
cesses leading to economic collapse may develop;
and balance of payments problems are apt to
arise. Chronic deficits in the balance of payments
can so tie the hands of fiscal and monetary au-
thorities that they cannot pursue, as actively as
they would like, policies designed to stimulate
employment or facilitate economic progress.
Achievement of high employment, a stable price
wel, and a sound international balance of pay-
ments, however, promotes the kind of savings,
incentives, and enterprise needed in a growing
economy. Hence, System policies contributing to
these three objectives also produce a monetary
environment conducive to long-term growth.

Structure of the
‘Federal ‘Reserve System

The System has several important parts: member
banks, the Federal Reserve Banks, the Board of
Governors, the Federal Open Market Committee,
and the Federal Advisory Council.

At the base of tI Federal
Reserve pyramid are the System’s approximately
5,750 member banks. All national banks must be
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At the peak of the
pyramid is the Board of Governors in Washing-
ton. It consists of seven members appointed by
the President of the United States with the advice
and consent of the Senate. Board members are
appointed for fourteen-year terms and are in-
eligible for reappointment after having served a
full term. No two Board members may come from
the same Federal Reserve district. ..ie Chairman
and Vice Chairman of the Board are named by
the President of the United States from among
the Board members for a four-year term and can
be redesignated.

One of the Board’s important duties is super-
vision. ..ie Board approves the salaries of all
Reserve Bank officers, the appointment of Re-
serve Bank presidents and first vice presidents,
and the budgets of Reserve Banks. The Board
also examines Reserve Banks and branches each
year to ensure compliance with regulations and
proper control of expenditures. In addition, it
coordinates System economic research and data
collection and reviews all System publications. It
must also approve acquisitions by bank holding
companies, some bank mergers, and certain other
commercial bank actions.

Board’s prime function, however, is the
formulation of monetary policy. In addition to
approving proposed changes in the discount rate,
it as authority to change member bank reserve
requirements within specified limits, to set margin
requirements for the financing of securities
traded on national security exchanges, and to set
maximum interest rates payable on member
banks’ time and savings deposits. Even more

»ortant, members of the Board of Governors
are also members of the Federal Open Market
Committee and participate in the formulation and
administration of open market policy.

The
Federal Open Market Committee—the System’s
most important policy-making body s com-
| ed of the seven members of the Board plus
the President of the New York Federal Reserve
Bank and four other Reserve Bank presidents.
Its main responsibility is to establish System open
market policy—the extent to which the System
buys and sells Government and other securities.

It also oversees the System’s operations in
foreign exchange markets. It ordinarily meets
every three or four weeks but sometimes more
often.

The “Trading Desk” of the New York Re-
serve Bank serves as the Committee’s agent in
making actual purchases and sales. Government
securities bought outright are then prorated
among the twelve Reserve Banks according to a
formula based upon the reserve ratios of the
various Reserve Banks.

Similarly, the foreign department of the New
York Reserve Bank acts as the Committee’s agent
in foreign exchange transactions. Foreign cur-
rencies purchased in these operations are also
prorated among the Reserve Banks.

Several other commit-
tees also play significant roles in System opera-
tions. One is the twelve-man Federal Advisory
Council composed of bankers, one from each of
the Federal Reserve districts. Members are elected
by the boards of directors of the Reserve Banks
of their districts. The Council meets in Washing-
ton four times a year and advises the Board on
important current developments. The Confer-
ence of Presidents and the Conference of Chair-
men of the Reserve Banks also meet periodically
to discuss System problems. In addition, several
other System committees continuously review
System operations and policy problems.

System Service Functions

Like most other central banks, the Federal Re-
serve performs many service functions for the
public, the Treasury, and commercial banks.

The twelve Fed-
eral Reserve Banks act as the Government’s
principal fiscal agents. They hold the Treasury’s
checking accounts, receive applications from the
public for the purchase of securities being sold
by the Treasury, allot securities among bidders,
deliver securities, collect from security buyers,
redeem securities, wire-transfer securities to other
cities, make denominational exchanges of secu-
rities, pay interest coupons, and assist the Treas-
ury and other Government agencies in many
other ways. The Reserve Banks receive no com-
pensation for handling the Treasury’s checking
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supply and thereby the volume of spending.
While the initial impact is felt by the commercial
banking system, effects of monetary policy spread
throughout the nation’s entire financial mecha-
nism because of the central role played by com-
mercial banks in major loan and securities
markets.

tary policy because they alone among financial
institutions can “‘create” new money. Other
financial institutions merely transfer existing
money to borrowers when they make loans or
investments. The commercial banking system,
however, can increase the money supply by pay-
ing out cash or setting up new demand deposits
when it expands its earning assets. Demand de-
posits are by far the more important of the two,
constituting nearly 80 per cent of the total and
accounting for an estimated 90 per cent of all
payments.

Of course, not every increase in commercial
bank earning assets results in an equal rise in the
privately held money supply—that portion of
demand deposits and cash held by the public.
Sometimes other types of deposits such as time,
Government, or interbank rise instead. Gener-
ally, however, an expansion in bank earning as-
sets increases the privately held money supply.

Here’s how the process of money creation
works. Assume that the Federal Reserve buys
Government securities from a dealer, crediting
the reserve account of the dealer’s bank in pay-
ment. Since commercial banks are profit-moti-
vated, that bank will then probably use its new
reserve funds to expand earning assets. Whether
it makes loans or investments, deposits or cash
outside banks will increase. If the bank makes
loans, it will probably create the new money by
crediting its borrowers’ demand deposits. If it
purchases securities, deposits will rise when the
security dealer deposits the funds received from
the bank.

If these new deposits are checked out to other
banks, reserves of these banks will increase and
those of the dealer’s bank will decrease. The
banks holding these new deposits must then set
aside part of their new reserves to meet reserve
requirements against their additional deposits

but will be able to lend or invest approximately
the remaining amount. As they expand earning
assets, deposits and possibly public cash holdings
will rise still further. Another part of the new re-
serves will be used to meet reserve requirements
against these additional deposits, but some excess
reserves will still be available for further loan or
investment expansion. Eventually, the process
ends when deposits rise to the point that banks
must use all the new reserves in meeting reserve
requirements. By this time, however, deposits
will have increased by several times the original
addition to bank reserves.

Money is unique
in that nothing else is generally acceptable in
payment for goods and services. Other assets
such as savings deposits, short-term Treasury se-
curities, and savings and loan shares so closely
resemble money that they often perform some of
the functions of money. Nevertheless, such assets
cannot be spent directly. They must first be con-
verted into cash or demand deposits if a holder
is to buy something in place of them.

Rising economic activity involves increasing
expenditures, and rising expenditures require
either additional money or a higher monetary ve-
locity—the rate at which money is spent on goods
and services. If expenditures, financed with either
new money or rising velocity, increase faster than
the flow of goods and services, inflation results.
If expenditures do not keep pace with the flow,
demand is insufficient to prevent recession. Thus,
a sound economy requires the “right”” amount of
spending. Since money plays such a key role in
the spending process, it is essential that the bank-
ing system create neither too much nor too little
new money.

To
a large extent, changes in the volume of bank re-
serves determine the amount of money banks can
create. When reserves increase, banks have an
incentive to acquire additional earning assets,
which expands deposits or cash outside banks.
Conversely, a reduction in reserves usually forces
banks to cut back loans and/or investments, there-
by reducing deposits and cash outside banks.
The extent to which banks can expand the pri-
vately held money supply on the basis of new
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reserves varies according to a number of factors.
Normally, the lower the reserve requirements,
the larger the expansion since less reserves are
required for each dollar of deposits. The more
“pocket money” expands the smaller the in-
crease, since banks must draw down reserves to
obtain cash for their customers. Changes in the
volume of deposits that are not part of the private
money supply—interbank, Government, and
time deposits—can also have important effects by
either absorbing or releasing reserves. In addition,
shifts of reserves between country and reserve
city banks affect credit creation since the two
groups hold varying percentages of reserves
against deposits. Finally, variations in the vol-
ume of excess reserves that banks choose to
maintain can increase or decrease expansion
limits.

Despite all these variations an increase in the
volume of reserves generally results in the crea-
tion of additional money, and a decline in re-
serves usually leads to a reduction in the money
supply. Consequently, the Federal Reserve can
affect interest rates, the money supply, and the
availability of bank credit through its control
over the volume of bank reserves. Because the
bankii system plays such a vital role in the
credit  chanism, such effects generally spread
throughout all credit markets.

Te Impact of ‘Monetary ‘Policy

Monetary policy affects domestic expenditures
by influencing the behavior of three different
groups: lenders, borrowers, and nonborrowing
spenders.

Probably the most important effect is its influ-
ence on the availability of lenders’ funds. During
some periods, for instance, the System may ob-
serve inflationary pressures developing as the
public’s demand for goods and services exceeds
the available supply. Since part of this demand
is always financed by credit, the System at these
times adopts a policy of restraint to try to prevent
the volume of loanable funds from increasing as
fast as the demands for credit rise.

During these periods, lenders may take two
types of action to balance credit demands with
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their available supply of loanable funds. First,
they may increase their price  he interest rates
they charge. In many cases, however, interest
rates do not rise enough to prevent borrowers’
demands from outrunning available funds. Thus,
lenders, in addition, often “ration” credit among
borrowers by various means—raising their stand-
ards of credit worthiness, requiring larger down
payments or larger compensating balances in or-
der to limit their available funds to the best credit
risks. Marginal borrowers consequently cannot
expand their spending since they are unable to
obtain as much credit as they want even though
they are willing to pay existing interest rates.
On the other hand, the Svstem at times may
consider it appropriate to inc  se the availability
of credit to give a boost to total expenditures.
This “easy money” policy provides 'nders with
funds to accommodate marginal borrowers, previ-
ously part of the “unsatisfied fringe of bor-
rowers,”” and also encourages lenders to reduce
interest rates to attract still more borrowers.

Borrowers’ credit demands are affected in sev-
eral ways. When money tightens, some demands
—nobody knows exactly how many re un-
doubtedly cut back because higher interest rates
discourage some marginal projects. ..1e expected
difficulty of obtaining the desired credit accom-
modation also may deter borrowers who have
doubts about being able to obtain sufficient fur
to complete their projects even though initial
financing is available. Legal interest rate ceilings
on GI loans and some State and local bond issues
also cut borrowers’ demands by removing poten-
tial home buyers and governments from the mar-
ket when prevailing rates exceed the amounts
they can legally pay. Poitfolio losses, such as de-
clines in bond prices resulting from higher rates,
may likewise discourage potential borrowers
from undertaking projects. Conversely, easy
money can stimulate borrowers’ demands by low-
ering rates, by fostering expectations that funds
will be more readily ava le, and by creating
““paper”’ portfolio profits.

Tight and easy money can also influence the
attitudes of spenders who neither borrow nor
lend. An effective tight money policy may, for in-
stance, dampen inflation psychology and cause
the postponement of some outlays that might



otherwise have been made in anticipation of price
increases. In addition, it may cause certain
spenders to reduce expenditures by causing port-
folio losses in their security holdings. Conversely,
easy money can stimulate ou ys by fostering a
“things-will-get-better”” atmosphere and by cre-
ating paper profits in spenders’ portfolios.

Monetary policy affects not only domestic ex-
penditures but also, directly and indirectly, inter-
national trade and international capital move-
ments. ..ght or easy money may have direct
effects on the availability of credit to foreign bor-
rowers from U. S. banks and other U.S. lenders
and investors. Indirect effects may be complex
and varied. Ger  ally speaking, however, actions
that encourage noninflationary growth of the
domestic economy contribute also in the long run
to a healthy b. nce of international payments.

The Federal
Reserve has two types of tools with which it can
affect the level of domestic economic activity and
the basic balance of international payments:
qu titative or general credit controls and quali-
tative or selective contrr  Quantitative controls
influence the money st ly, interest rates, and
the overall availability ot credit. Qualitative con-
trols, however, are directed at a particular kind
of credit. The System’s principal quantitative
tools are: changes in the discount rate, changes in
reserve requirements, and open market opera-
tions. At present the System’s only strictly quali-
tative controls are changes in margin require-
ments on securities listed on national securities
excha; s. The System also has two other tools
that are partly quantitative and partly qualitative.
One is the setting of maximum interest rates pay-
able on time and savings deposits at member
banks. The other is the buying and selling of for-
eign currencies in the foreign exchange market.

Perhaps the best known
of the quantitative tools is the discount rat he
interest rate charged member banks on loans
from Federal Reserve Banks. Member banks can
borrow in two ways: by giving their own secured
notes or by rediscounting drafts, bills of ex-
change, or notes from their portfolios. In practice,

borrowing banks usually use their own notes
secured by Government obligations.

Changes in the discount rate must be made
separately by each Federal Reserve Bank since
the Bank’s directors initiate the change. Gener-
ally, all Reserve Banks act at about the same time,
however, since all make their decisions on the
basis of the same sort of evidence. Differences in
timing result mainly from variations in the meet-
ing dates of the twelve boards of directors. The
initial change is the important one, however,
since buyers and sellers in the market generally
expect that other Reserve Banks will soon take
similar actions.

Certain vital effects of changes in the discount
rate are psychological. Such effects are particu-
larly important when observers feel the discount
rate is being used by the System to signal a shift
in the direction of policy. In such cases, the finan-
cial markets react immedia*-'y—sometimes even
in advance of System action>—when the move is
anticipated. If the rate is increased, interest rates
—vparticularly those on short-term securities—
generally rise,and credit markets tighten. Con-
versely, a cut in the discount rate that clearly
signals an easing of policy is ordinarily followed
by easier conditions in the money and capital
markets. At times, however, the System nudges
credit markets first with its open market opera-
tions and changes discount rates only to bring
them into line with other money rates. Such
changes are often “discounted” in advance and
thus have little immediate effect on the money
market.

Changes in the discount rate also have some
direct effects on short-term interest rates by mak-
ing borrowings from the central bank either more
or less costly. When the discount rate is in-
creased, banks are more inclined to adjust their
reserve positions by selling short-term Govern-
ment sect ties rather than through expanding
their borrowings at the Federal Reserve. The in-
creased sale of securities tends to lower security
prices and raise their yields. These higher mar-
ket yields in turn tend to push up longer-term
interest rates.

On the other hand, if the discount rate is low-
ered during an easy money period, banks are
likely to maintain borrowings at the Federal Re-
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it not yet have come to the attention of
____mittee members.
After the -esentation of the Board staff
sers, each Board member and president
gives his interpretation of business conditions
and makes policy recommendations for the
period ahead. Presidents also contribute any sig-
nificant “grass roots” information they have con-
cerning regional developments.

Between meetings Board
members and presidents keep in daily touch with
the Trading Desk at the New York Bank. One
important means is a detailed phone call around
11 A.M. on business days between senior mem-
bers of tI Board’s staff; sometimes the Gov-
ernors themselves; e officers managing the
open market account; and, on a rotating basis, one
of the president-members of the Committee.
Among the factors discussed are developments
in markets for Government and other securities,
the tor  of the money —-arket, the reserve posi-
tions of member banks, inventories of Govern-
ment security dealers, and the robable course of
action to be taken by the Trading Desk. Shortly

after the conversation, a senior member of the
Board’s staff summarizes the content of the con-
versation in a memorandum for Board members
and a telegram for presidents. ..1us, any member
of 2 Open Market Committee has ample op-
portunity to raise with the manager of the ac-
count and other Committee members any ques-
tions he may have concerning the contemplated
action.

In addition, the Desk prepares daily wires
summarizing conditions at the opening and clos-
ing of the securities markets and numerous writ-
ten memoranda describing the Desk’s operations.
Some of these written reports are daily, some
weekly, and some less frequent.

Committee men ers also keep close tab on
System foreign exchange operations. A senior
Board staff member prepares a daily memoran-
dum for Board members and a daily telegram for
each president describing exchange market con-
ditions, exchange rates, and recent System and
Stabilization Fund operations. In addition, the

recial manager prepares for Board members and
presidents weekly, tri-weekly, and other periodic
memoranda describing similar developments.
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‘Federal ‘Reserve Policy in ¢ Action

How does Federal Reserve policy work in practice? ..ie period from early 1960
through 1970 affords some particularly good examples since it covered economic
conditions ranging from a mild recession to a leng period of remarkable growth
and prosperity, culminating in a mild inflation, followed by a period of adjustment,
and ending in a period of strong inflation. In this long period,the System used all
of its conventional tools, sometimes with modifications, and devised some new

ones as well.

‘Background.: ‘r.conomic
‘Developments in the Early 1960's

The decade of the sixties en-
tered on a note of strong confidence and opti-
mism. The economy had rebounded vigorously
from the1959 steel strike, and both consumer and
business demands were strong. Prices were stable,
and forecasts were glowingly optimistic. Early in
1960, however, the pace of the advance began to
falter. The peak of activity was reached in May
1960, and the economy slid into a recession that
lasted until February 1961.

It was a very short and mild recession. The
decline in _.NP was barely measurable,and per-
sonal income actually rose slightly. Industrial
production fell by about 6 per cent,and business
expenditures for new plant and equipment
dropped somewhat more. Housing starts held up
well, and new construction expenditures rose
significantly.

In spite of the relative mildness of the reces-
sion, however, two developments were important
and troublesome. First, total employment fell by
about a half million, the number of unemployed
rose by a million and a quarter, and the rate of
unemployment rose from 5.1 to 6.9 per cent. Sec-
ond, the deficit in our balance of payments, which
had been large for some time, rose further. In
October 1960 wild speculation drove up the Lon-
don gold price. Over the whole period our gold
stock declined about $2 billion.

The period of recovery, following the trough in
February 1961, can be divided into two main
periods. The first period, running through July
1963, was one of slow but smooth and well-
balanced recovery. There was a distinct lull in the

14

https://fraser.stlouisfed.org
Federal Reserve Bank of St. Louis

second half of 1962, but the upward movement
regained impetus early in 1963. The growth in
GNP was a low 3.3 per cent in 1961 but rose to
7.7 per cent in 1962 before dropping back to 5.4
per cent in 1963. Wage increases generally did
not exceed productivity gains and prices were
stable except for a slow upcreep of consumer
prices. Employment rose slowly during the first
year of recovery,and unemployment fell to a level
of about four million, or 5.6 per cent of the labor
force. Thereafter, increases in employment nearly
matched additions to the labor force,and over the
next two years there was little change in the level
or rate of unemployment.

From July 1963 to November 1964 the econ-
omy moved ahead at a strong pace. _.\P, personal
income, and retail sales all showed healthy
growth. Paced by a record production of auto-
mobiles, industrial production expanded at an
increasing rate. Business investment expen
tures had lagged throughout the first two years
of recovery, but in early 1963 these outlays be-
gan to rise sharply. Employment continued its
steady growth,and in the last half of 1964 un-
employment moved down from its plateau, with
the rate touching 5 per cent at year-end. Prices
showed no significant movements. The deficit in
the balance of payments, v ich continued to be
a major source of concern, rose very sharply in
the fourth quarter of 1964.

ore the peak was
reached in 1960 the System detected signs of the
slowdown and began to ease credit. This policy
of ease continued through November 1964, al-
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President, in an effort to moderate investment
demand, initiated a program to reduce nonde-
fense spending and asked Congress to suspend
for a time the 7 per cent investment tax credit and
the provision for accelerated depreciation on
buildings.

he area of monetary
policy was intense throughout the year. In an
effort to ease the transition to the higher discount
rate, the System for a time supplied reserves more
liberally. As a result total reserves, bank credit,
and the money supply increased faster than be-
fore. Business loans in particular grew very
rapidly. At the same time, interest rates, bank
lending rates and rates paid on CD’s rose rapidly.
The higher market and bank rates quickly di-
verted funds from thrift institutions, causing an
acute shortage of mortgage funds and a sharp
decline in residential construction. A little later,
banks, under pressure to make business loans,
began to liquidate investments, especially mu-
nicipal securities, which threatened the stability
of security markets. Much of what the System
did during the year represented attempts to: (1)
slow down the expansion of credit; (2) provide
some relief to the mortgage market; and (3) avoid
the development of additional pressures in the
capital market.

The ceilings on
time deposits under Regulation Q were in this
period developed into a complex and rudimentary
tool of monetary policy. Banks, especially large
money market banks, responded to the pressure
to make business loans by pushing up the rates
they paid on negotiable CD’s. This had the dual
effect of draining funds from smaller banks and
thrift institutions and shielding the larger banks
from the effects of monetary restraint. The funds
thus obtained went mainly into business loans,
which were used largely to finance fixed invest-
ment and increases in inventory, both of which
were expanding very rapidly and thereby con-
tributing to the inflationary buildup. In the mean-
time many smaller banks were competing for
funds by iss ~ g various kinds of small CD’s,
savings certificates, and other instruments bear-
ing rates higher than the rate on savings deposits.

20
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As CD rates approached the 512 per cent ceil-
ing, the large banks continued to issue more and
more CD’s, the amount outstanding reaching a
peak of $18.6 billion in August. ..ie banks ap-
parently were confident that, as in the past, the
ceiling would be raised when going rates ap-
proached it. But this time it was different. In
July the Board of Governors reduced the ceiling
on “multiple-maturity” CD’s from 5% to 5 per
cent. In September, under newly enacted legisla-
tion, the Bc 1 differentiated among CD’s by size
and reduced from 5% per cent to 5 per cent the
ceiling on time deposits under $100,000. By this
time it was clear that the ceiling on large CD’s
would not be raised. Secondary market rates on
most Treasury bills and other short-term market
instruments including outstanding CD’s had gone
far beyond 5% per cent and many banks were
able to roll over only parts of maturing CD’s.
The amount outstanding started down and by the
end of November stood at $15.5 billion. Thus the
authority to set maximum rates on time deposits
became an auxiliary tool of monetary pi cy
through its ability to influence the flows of funds.

The Board also
used its power to set reserve requirements in its
efforts to cool the competition for time deposits
and related liabilities and to restrain the expan-
sion of bank credit generally. In June it raised
from 4 to 5 per cent and in August to 6 per cent
reserve requirements against time deposits, other
than savings deposits, in excess of $5 million at
each member bank. The two increases added an
estimated $870 million to member bank reserve
requirements. A number of banks had begun to
issue short-term promissory notes that had
many characteristics of time deposits. In June the
Board ruled that such notes and similar instru-
ments were subject to the same reserve require-
ments and interest ceilings as time deposits.

rates were rising rapidly, and most short-term
rates were above the discount rate. Business loans
by mer ~er banks were rising at an unprece-
dented rate. For several reasons the System did
not wish to raise the discount rate, but instead
used moral suasion to hold down bank borrow-



i1 First, the president of each Reserve Bank
conferred with a small number of leading bankers
in his district and solicited their cooperation in
keeping discounting to a minimum.

But pressure for business loans was intense,and
those loans continued to expand very rapidly. By
August many banks began to lose funds through
their inability to roll over CD’s. They ceased buy-
ing municipal bonds, and some began to sell in-
vestments. The investment market was threat-
ened with a crisis. On September 1 each Reserve
Bank sent a letter to all its member banks asking
them to curtail the expansion of business loans
and to avoid further substantial reductions of in-
vestments. In return, it was noted that banks
which followed such a program might at times
need discount accommodations for longer periods
than usual. This admonition, plus the decline of
(  ’s because of the operation of the interest rate
ceiling, contributed to a sharp slowing in the
grow ' rate of business loans, and the expansion
of bank credit was halted. The September 1 letter
was rescinded in late December.

As interest rates rose
ever higher, there was considerable sentiment for

a further increase in the discount rate. During
the summer of 1966 five Reserve Banks proposed
such an increase. The Board recognized that
several factors suggested such a move but de-
cided that on balance it was not warranted and
disapproved the proposals.

Despite the
several tools fashioned to implement monetary
policy, open market operations remained a major
instrument. As noted earlier, reserves were sup-
plied liberally to facilitate the transition to higher
interest rates after the discount rate was raised in
December 1965. From June to November 1965,
nonborrowed reserves rose at an annual rate of
2.8 per cent. From November 1965 through Jan-
uary 1966 the rate was 10.1 per cent. After that,
however, reserves were supplied much more
sparingly, and for the January-June period the
rate fell to 1.7 per cent. In the following months
reserve availability was reduced even further,and
the annual rate registered a decline of 2.1 per cent
from June through November. Over the whole
period holdings of U. S. securities = adjusted)
rose by $3.1 billion to a total of $43.9 billion.
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Inflation ‘Reappears
June 1967 - December 1968

This was a turbulent period, both in the domestic
economy and in international financial markets.
In the second half of 1967 the economy began to
recover from the first half doldrums, and the rapid
pace of expansion continued through 1968. In-
flationary pressures reappeared,and by mid-1968
some prices were rising at rates not seen since
the Korean War. There were three major inter-
national financial crises during this period.

The entire period from mid-1967 through 1968
was one of strong expansion, with GNP in cur-
rent dollars increasing at an annual rate of about
9 per cent. This upsurge in activity was accom-
panied by substantial price rises, however, and
growth in real GNP was just under 5 per cent
per year. Inventory rebuilding contributed much
of the strength in the second half of 1967, with
final sales growing at a slower pace than in the
first half. Residential construction was also an
important source of strength as the housing in-
dustry staged a strong recovery from the de-
pressed levels of early 1967. The expansion be-
came more broadly based in 1968, however, al-
though the strength of particular sectors varied
from time to time. Residential construction
leveled off after the first quarter and showed little
growth until late in the year. Federal Govern-
ment spending on goods and services rose
strongly through the first half, tapered off
sharply in the third quarter, and increased very
little in the fourth quarter. Consumer spending
grew enormously through the first three quarters,
but increased at a considerably slower pace in
the fourth quarter.

The economy was operating at a high level at
the beginning of this period of expansion. The
unemployment rate for civilian workers stood at
3.9 per cent in June 1967, and over the next year
and a half it rose above 4 per cent in only two
months. It was below 4 per cent throughout 1968
and at the end of that year stood at 3.3 per cent,
a 15-year low. It is not surprising, therefore, that
inflation became a serious problem. From De-
cember 1967 to December 1968, the consumer

price index rose 4.7 per cent, while wholesale
prices rose about 2.8 per cent.

The economy expanded strongly throughout
1968, but in the fourth quarter the broadly based
expansion of earlier months was changed into
one based primarily on business spending. Con-
sumer spending, which had grown at an average
annual rate of about 10 per cent in the first three
quarters, increased only 4.2 per cent, and spend-
ing on durable consumer goods did not increase
at all. The increase in Federal Government ex-
penditures was far below the gains of earlier
quarters. Business fixed investment, on the other
hand, increased at an annual rate of more than
18 per cent, while inventory accumulation rose
from $7.5 billion to $10 billion.

International developments had an important
bearing on policy during this period. In Novem-
ber 1967, the parity of the British pound was
reduced from $2.80 to $2.40. This was followed
by a run on gold nd over the next four months
the United States gold stock fell more than $2%4
billion. As a result, the gold policies of the major
countries were changed by creating a two-tiered
market for gold. The French franc was greatly
weakened in the summer of 1968 by social un-
rest in France, and by late fall the weakness of
the franc and the pound led to a belief that the
German mark would be revalued upward. A mas-
sive speculative movement of funds began, and
in the next few weeks the German central bank
gained billions of dollars in reserves. The govern-
ments of France, Germany, and the United King-
dom made a number of policy changes to meet
this situation but there were no changes in ex-
change parities.

The Federal budget moved
into heavy deficit in the first half of calendar
1967 as receipts leveled off and expenditures rose
sharply. In early 1967, the President had asked
for a 6 per cent surcharge on income taxes to be-
come effective in July, but because of the slow-
ing in economic activity this request was not
pressed. In fact, the Administration requested,
and Congress granted,a restoration of the invest-
ment tax credit. Shortly after midyear, however,
with the economy again showing signs of over-
heating and the budget deficit promising to reach
massive proportions, the President urgently re-
peated his request for a surtax. This met strong
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The fiscal policy stance in
1969 was largely determined by the Revenue
and Expenditure Control Act of 1968, which
imposed a 10 per cent surtax on corporate and
individual income taxes and provided for re-
straints on certain types of Federal expenditures.
Originally, the Act was to be in effect until mid-
1969. However, during 1969 the surcharge was
extended at the 10 per cent rate through the
end of 1969 and at a 5 per cent rate for the first
six months of 1970. Social Security tax rates were
increased on January 1, and the 7 r cent invest-
ment credit was eliminated effective April 21.
These tax measures were accompanied by a de-
termined effort to slow the growth of Federal ex-
penditures. Consequently, the Federal budget,
as measured in the National Income Accounts,
shifted from a large deficit in early 1968 to a
large surplus in 1969.

2 System continued
the course of monetary policy restraint initiated
in late 1968. A variety of policy measures were
used to subject the reserve position of the bank-
ing system to intense pressure. As a result the
growth in total member bank reserves, which had
been very rapid in 1968, came to a halt.

The narrowly defined money stock rose at an
annual rate of about 5 per cent in the first half,
but in the second half the rate of increase was
only slightly in excess of 1 per cent. Total mem-
ber bank deposits declined over the course of the
year as certificates of deposit at large commercial
banks fell more than $12 billion.

Pressure on the reserve position of the banking
system combined with a very strong demand for
credit to push interest rates to extremely high
levels. The prime lending rate was raised three
times during the year, reaching a level of 82 per
cent in June, and both short- and long-term
market rates rose sharply. Since the maximum
rates banks were permitted to pay on time and
savings deposits were not raised, funds were
withdrawn from banks (and thrift institutions)
for investment in market instruments offering
more attractive yields. Commercial banks, at-
tempting to satisfy a very strong loan demand in
the face of a net deposit outflow, employed a
number of techniques (some new and quite in-
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novative) for raising funds. Liquid assets were
sharply reduced, member banks borrowed heavily
at Federal Reserve Banks, and some banks en-
gaged in outright sales of existing loans. Banks
also sold earning assets with an agreement for
subsequent repurchase. Borrowings by U.S. banks
in the Euro-dollar market doubled in the first half
of 1969 and by the end of June had reached $14.3
billion. Faced with sharply higher interest rates
in the Euro-dollar market and the prospect of a
reserve requirement on at least part of such bor-
rowings, banks sought increasingly to raise funds
through the sale of commercial paper by bank
holding companies, affiliates, and subsidiaries.
The proceeds of such sales were transferred to the
banks by the purchase of loans from them. Some
of the actions of commercial banks,in attempting
to acquire liquidity, created both regulatory and
policy problems for the System.

Throughout
1969 open market operations were used in com-
bination with other policy tools to exert sustained
pressure on the reserve position of the banking
system. As a result, total member bank reserves
increased at an annual rate of only 1 per cent in
the first half, as compared to an 11 per cent rate
in the second half of 1968, and then declined at a
rate of 4 per cent in the last six months of the year.
Nonborrowed reserves fell even more sharply,
and by mid-year net borrowed reserves exceeded
$1 billion. The System injected net $4.2 billion of
reserves into the banking system during the year.
This large expansion in the System’s holdings of
securities, during a period of very tight money,
was necessary primarily to offset the effects of
increases in reserve requirements against mem-
ber bai s’ demand deposits and the imposition of
marginal reserve requirements against liabilities
to their foreign branches.

n the face of a con-
tinued strong expansion n economic activity and
few signs of easing of inflationary pressures, the
Board of Governors announced on April 3 a pack-
age of measures designed to underline the Sys-
tem’s determination to resist inflationary pres-
sures. An increase of 12 per cent in the reserve
requirement against demand deposits at member
banks was one part of this package. This action
increased required reserves by about $650 mil-
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largely the result of the rebound in auto produc-
tion and sales following the end of the strike,
however, and the growth of production soon fell
to a more moderate pace. The increase in real
GNP in the second quarter was less than half the
first quarter gain. despite a strong rise in resi-
dential construc...n and the stockpiling of steel
inventories in anticipation of a possible strike
later in the year.

Weakness was broadly distributed throughout
the economy for much of this period. A rapid in-
crease in disposable income in 1970 was accom-
panied by a sharp rise in the savings rate and a
slowing in the growth of consumer spending,
with most of the weakness centered in the durable
goods sector. Spending on consumer durables was
fairly weak through the first three quarters of
1970 and dec 1ed arply in the fourth quarter
as a result of the GM strike. In the first 1arter
of 1971 di osable personal income rose sharply
as a result of tax reductions, a Federal pay raise,
and the increase in wages and salaries resulting
from the resumption of auto  >duction. Although
the savings rate remained high, personal con-
sun tion outlays rose by more than a $20 billion
rate, over twice the average quarterly increase in
1970. Disposable income registered another strong

in in the secor quarter, but the savings rate
rose sharply and the growth in consumer spend-
ing tapered off. The long business fixed invest-
ment boom came to an end in 1970 as spending
on new fixed capital rose only about 3%2 per cent.

leasured in dollars of constant purchasing power,
fixed investment outlays actually declined in
1970. In the first half of 1971, business fixed in-
vestment outlays strengthened, but in real terms
the improvement was small. Residential construc-
tion expenditures continued to fall through the
first three quarters of 1970, but as funds became

icreasingly available in mortgage markets, resi-
dential construction turned up in the fourth quar-
ter. The expansion in housing expenditures con-
tinued in 1971 at a vigorous pace as mortgage
funds were in ample supply and interest rates
declining. Federal Government purchases of goods
and services declined in 1970 as a $3 billion cut in
defense spendi ; more than offset a small rise in
other expenditures. The decline in defense spend-
ing continued through the first half of 1971
almost exactly offsetting a modest rise in other
types of spending.

. .ie weakening of demand for goods and serv-
ices was reflected in the degree of utilization of
productive resources. Employment declined by
274 thousand between the end of 1969 and the
end of 1970, while the civilian labor force in-
creased by two million. As a result, the unemploy-
ment rate, which had remained at a very low
level throughout 1969, rose sharply from 3.6 per
cent to 6.2 per cent. ..le rise in employment re-
sumed in early 1971, but through the first eight
months of that year the growth in the labor force
almost exactly matched the growth in employ-
ment and the unemployment rate hovered
around 6.0 per cent throughout that period. Ca-
pacity utilization in manufacturing fell from 84.3
per cent in the fourth quarter of 1969 to 74.0 per
cent in the final quarter of 1970. Although the
utilization rate improved slightly in the first half
of 1971, it only reached 75.1 per cent in the sec-
ond quarter and dropped back to 73.2 per cent in
the third.

The increase in idle capacity and unemploy-
ment did little to halt the rise in wages and prices,
however. Although emnrloyment declined
throughout much of 1970, _ ward pressures on
wages continued strong. A large number of union
contracts came up for renewal during the year
and workers generally attempted to make up for
past cost of living increases and to an ‘ipate
future increases. As a result, the rise in compen-
sation per manhour in the private nonfarm sector
averaged about 7.0 per cent in 1970. The rise in
labor costs continued at a rapid pace in the first
half of 1971. Average hourly compensation rose
at an annual rate of 7.2 per cent, even higher than
the 1970 pace. Large wage gains were widespread,
with workers in construction, transportation, and
public utilities chalking up especially large in-
creases.

During the period January 1970 and August
1971 only modest progress was made toward
slowing the pace of inflation. The Consumer Price
Index rose 5.5 per cent from December 1969 to
December 1970, compared to a 6.1 per cent rise
in the comparable period in 1969. The rate of in-
crease in consumer prices fell to a 3.8 per cent
annual rate through the first eight months of
1971, but this improvement largely reflected a
sharp decline in home mortgage rates. Wholesale
prices rose 2.3 per cent over the course of 1970
following a rise of 4.7 per cent in 1969. Between
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December 1970 and August 1971, however, the
wholesale price index rose at a 5.1 per cent annual
rate.

The United States balance of payments de-
teriorated sharply over the period. In 1970, the
balance of payments picture was dominated by a
tremendous volume of short-term capital move-
ments. The move toward an easier monetary pol-
icy in the United States brought about a large
decline in short-term interest rates. As these rates
fell relative to rates abroad and as funds became
readily available in domestic markets, U. S. banks
repaid part of their borrowings in the Euro-dollar
markets. A large part of these dollar repayments
flowed through the Euro-dollar market into for-
eign central banks, causing the U. S. deficit on the
official settlements basis to exceed $10 billion.
The situation worsened in the first half of 1971
as the outflow of capital increased and the trade
account slipped into deficit. During this period
funds flowed into Germany in huge amounts as
that country continued to pursue a relatively
tight monetary policy. By the second quarter the
market was speculating on another revaluation of
the mark, and on . _ay 10 the mark was allowed
to float. This action was followed by a brief
period during which pressures on the dollar were
relaxed, but as evidence of the serious weakness
in the U. S. balance of payments mounted,
another and even more massive flow of funds
began. In the first seven months of 1971 U. S.
liabilities to foreigners soared some $13 billion
to reach a total of $37 billion at the end of July.

In response to the sluggish
performance of the economy, the Federal Govern-
ment maintained a substantially easier fiscal pol-
icy stance between January 1970 and August
1971. The net budget position as measured in the
National Income Accounts shifted from a surplus
of about $7 billion in 1969 to a deficit of more
than $13 billion in 1970. Purchases of goods and
services by the Federal Government declined for
the first time in ten years, but Federal expendi-
tures other than purchases rose a record $17.6
billion. This increase was partly accounted for by
a 20 per cent increase in grants-in-aid to state and
local governments, a 15 per cent increase in Social
Security payments, higher disbursements for the
Medicare program, and a substantial increase in
unemployment compensation. On the other side
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of the ledger, the income tax surcharge was
phased out in two steps in the first half of 1970.
Largely because of this action tax receipts fell
some $5 billion in 1970, although receipts were
also affected by the unusually small growth in
taxable personal and corporate income. Federal
outlays on goods and services showed little change
in the first half of 1971 as further declines in de-
fense expenditures were about offset by increased
purchases of nondefense items. Grants-in-aid to
state and local governments, higher Social Secur-
ity payments, and increases in other transfer pay-
ments resulted in a rapid rise in other expendi-
tures in the first half. At the same time, the in-
crease in revenues was slowed by the sluggish
pace of economic activity.

| of 1969 it was ap-
parent that economic activity had turned down-
ward. Throughout 1970 and the first half of 1971,
therefore, monetary policy was concerned with
the problem of cushioning the downturn while
continuing the fight against inflation. Although
inflation was a continuing concern, policy was
generally expansive over most of the period.
There was some slight firming around mid-1971,
however. The unusual turmoil in financi, mar-
kets in the second quarter of 1970 and the re-
percussions of the long General Motors strike in
the fourth quarter made the achievement of pol-
icy objectives much more difficult.

Changes in interest rates during this period
were striking, with short-term market rates plung-
ing sharply downward through 1970 and into the
first quarter of 1971. They then reversed di-
rection and moved briskly upward through
mid-year. During the period of rapid decline,
short-term rates generally fell about five percent-
age points with the commercial paper rate, for
example, plunging from about 9 per cent at the
beginning of 1970 to about 4 per cent in early
1971. Long-term rates also moved downward over
the period, but the reductions were much smaller
than those for short rates. The pattern of rate
movements was not smooth over the period.
Rates declined sharply in tt first quarter of
1970 on evidence of the economic slowdown and
a move toward monetary ease by the System, a
development that was encouraged by a cut in the
prime rate from 8% to 8 per cent. The direction



of movement was reversed in the second quarter,
however, as a result of growing uncertainties
concerning the course of the economy and of
monetary policy, repercussions from the Cam-
bodian incursions and the accc  anying domes-
tic turmoil, and ally the disarray in finan I
markets following disclosure of the financial
problems of the Penn Central Railroad. After
mid-year, however, tensions in financial markets
relaxed and the decline in interest rates con-
tinued through the year-end and into the early
months of 1971. From mid-September 1970 to
the end of December the commercial bank prime
rate was reduced four times, from 8 per cent to
6% per cent. Between the end of 1970 and March
19, 1971, the prime was changed six times, with
the rate falling in small steps to 5% per cent. To-
ward the end of the first quarter, however, con-
cern over inflation and the rapid growth in the
money supply caused a modest shift in the stance
of monetary policy. In view of the continuing
slack in the economy the System continued to
supply reserves at a substantial rate, but it did so
less readily than earlier in the year. This modest
firming of monetary policy contributed to a rise
in  ort-term rates that developed in the second
quarter and continued into August. Most short-
term market rates rose about two percentage
points and the prime rate moved back up to 6 per
cent on July 7.

At its regular meetings the
Federal Open Market _)mmittee considers and
evaluates a broad range of data bearing on the
curre d prospective course of economic activ-
ity. O » basis of this evaluation the Committee
makes a decision respecting the appropriate pos-
ture of monetary policy for the weeks immedi-
ately ahead. It then becomes necessary for the
Committee to instruct the Manager of the System
Open Market Account, who acts as the Agent of
the FOMC in buying and selling securities in the
open market, concerning the day-to-day opera-
tions necessary to achieve the Committee’s policy
goals. These instructions are embodied in a docu-
ment known as the Directive.

The operating variable on which these instruc-
tions have focused has changed from time to time.
For many years the Manager was instructed to
maintain or to achieve certain specified money
market conditions, but even then the specific

money market variable used as an indicator of
“money market conditions” varied from one time
to another. ..is term has been defined to include
such things as the Federal funds rate, the three-
month Treasury bill rate, and the net reserve posi-
tion of member banks. At one time, in carrying
out instructions to maintain currently prevailing
conditions in the money market, the Manager
might place primary emphasis on the net reserve
position of member banks; at another time the
three-month Treasury bill rate might receive pri-
mary attention; and at still another time the focal
point might be the Federal funds rate.

In 1966 the FOMC altered the Directive by
adding a proviso clause stated in terms of the rate
of growth of a selected aggregate, usu vy the
bank credit proxy. That is, the Manager would be
instructed to maintain or to achieve certain money
market conditions provided the growth in bank
credit did not deviate significantly from current
projections. If the growth in bank credit did ex-
ceed or fall short of projections to a significant
degree, the Manager was expected to make ap-
propriate changes in money market conditions.
Hence, the addition of the proviso clause to the
Directive explicitly recognized the current be-
havior of a monetary aggregate as an important
intermediate target variable in the implementa-
tion of monetary policy.

In 1970 the form of the Directive was again
changed to place even greater emphasis on the
aggregates as a target variable. In the new Direc-
tive the FOMC instructed the Manager to conduct
open market operations with a view to maintain-
ing money market conditions consistent with
achieving a  sired growth in money and bank
credit over the months ahead. While the Directive
itself specified the desired growth rate in very
general terms (e.g., a “moderate” or ““modest”
growth in money and bank credit), the discussion
preceding its adoption always made clear to the
Manager the specific growth rates desired.

The 1970 action on the Directive represented a
change in emphasis rather than a sharp break
with the past. The FOMC had been concerned
with such aggregates as total reserves, bank
credit, and the money supply long before the
1970 change; and it continued to be concerned
with interest rates, net reserve positions, and
other indicators of money market conditions after
the change. Indeed, the Desk continued to use
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money market conditions as operating guides in
attempting to achieve aggregate targets. More-
over, the Committee has at times relegated the
aggregates to a subordinate position when condi-
tions in financial markets seemed to warrant it.
«aie Directives issued during the period of turbu-
lence in financial markets in May and June 1970,
for example, emphasized the importance of mod-
erating pressures on financial markets. At the
same time, however, the Manager was directed
to continue to pursue the longer-run objectives of
moderate growth in money and bank credit, to
the extent that this was compatible with the goal
of moderating pressures on financial markets.

In
May and June of 1970 tinancial markets were
shaken by a series of developments that
threatened to precipitate a liquidity crisis. Under-
lying the instability in financial markets were the
very heavy corporate demands for long-term
funds, uncertainties as to the effectiveness of anti-
inflation policies, and growing doubts concerning
the financial positions of some important corpo-
rations. In early May the Cambodian incursion
and the accompanying unrest in the United States
served to aggravate the already uneasy situation
in financial markets. Interest rates rose sharply,
especially long-term rates, and the success of the
Treasury’s May financing was threatened. Be-
cause of these developments, the System gave
primary emphasis to moderating the pressures on
financial markets. Conditions in the financial
markets calmed somewhat in early June, and
yie  on long-term securities moved down from
the peaks they had reached in May. In late June,
however, the Penn Central Corporation indicated
it would be unable to pay off its maturing com-
mercial paper. This brought immediate and in-
tense pressure on the commercial paper market.
Over the next three weeks the volume of commer-
cial paper outstanding declined by some $3 bil-
lion, setting off fears that many borrowers would
be unable to roll over maturing paper and that a
sharp credit stringency might ensue. Many corpo-
rations were trying to obtain funds in other mar-
kets to pay off maturing commercial paper, and
much of this demand was centered on commer-
cial banks.
The System moved promptly and effectively to
prevent the development of a liquidity crisis by
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making it possible for banks to provide loans to
credit-worthy corporations. The Board of Gov-
ernors suspended Regulation Q ceilings on large-
denomination CD’s with maturities of 30-89
days. This enabled banks to acquire funds that
investors were reluctant to invest in money mar-
ket obligations and to channel them to borrowers
who needed them to pay off maturing commer-
cial paper. At the same time, open market opera-
tions were used to assist the banking system to
meet the overall increase in credit demands, and
the Federal Reserve Banks informed member
banks that accommodation would be available at
the discount window in support of loans to credit-
worthy borrowers who were unable to roll over
maturing commercial paper. Following these ac-
tions, the scramble for liquidity subsided, and
financial markets calmed.

The System re-
lied heavily on open market operations in moving
toward an easier monetary policy stance in 1970
and in early 1971, but began to supply reserves
more reluctantly in the second quarter of 1971.
Between December 1969 and August 1971, total
reserves increased by more than $2.4 billion, with
almost all of the growth occurring between June
1970 and May 1971. Syste  holdings of U. S.
Government securities rose almost $9 £ ion over
the entire period. Through the first 16 months of
this period, nonborrowed reserves grew more
rapidly than total reserves as member banks re-
duced their borrowing from the Federal Reserve
from about $1 billion at the end of 1969 to $148
million in April 1971. Because of concern over
rapid growth of monetary aggregates in the face
of strong inflation and a dramatic deterioration in
the balance of payments, the System in the second
quarter of 1971 began to supply reserves with
somewhat greater reluctance. As a result, total
reserves grew very little between May and August
while borrowings at the Federal Reserve Banks
rose strongly to the $800 million level.

In mid-November 1970 the
discount rate was reduced from 6 to 5% per cent,
the first of five one-quarter point reductions de-
signed to keep the rate in better alignment with
rapidly falling short-term market rates. Other
reductions occurred in December, two in January
1971, and one in February. The reduction in Feb-



ruary brought the rate to 4% per cent. Then in
July 1971 the rate was raised to 5 per cent, a
reflection of the moderate firming of monetary
policy and the sharp run-up in market rates that
had begun earlier in the year.

In June 1970 the
Board ot Governors amended Regulation D to
prescribe the conditions that must be met in order
for subordinated notes or debentures issued by
member banks to be exempt from reserve require-
ments. Among other things, the amendment pro-
vided that in order to be exempt a subordinated
note must have an original maturity of seven
years or more and be in an amount of at least
$500. Formerly the exemption had applied if the
maturity exceeded two years. The change was
considered necessary because of evidence that
member banks had used such obligations to ac-
quire deposit-type funds.

Effective in the reserve computation period be-
ginning October 1, 1970, the reserve requirement
against time deposits in excess of $5 million in
each member bank was reduced from 6 to 5 per
cent. At the same time, a 5 per cent reserve re-
quirement was imposed on funds obtained by
member banks through the issuance of commer-
cial paper by their affiliates. The purpose of the
latter action was to put bank-related commercial
paper on the same footing with respect to reserve
requirements as large negotiable CD’s. The com-
bined effect of these two actions was to reduce
required reserves for the banking system by
about $400 million. In November the marginal
reserve requirement applicable to Eu  dollar bor-
rowings of member banks was raised from 10 to
20 per cent, with the increase to become effective
January 7, 1971. Also in January, Regulation M
was amended to permit a member bank to include
within its reserve-free base the amount of pur-
chases by its foreign branches of certain Export-
Import Bank obligations. In April, Regulation M
was again amended to include within such re-
serve-free bases the amount of purchases of cer-
tain U. S. Treasury obligations by a bank’s for-
eign branches. The purpose of both of these
changes was to encourage U. S. banks to retain
their Euro-dollar liabilities and thus avoid the
deleterious effect on the U. S. balance of pay-
ments of a rapid repayment of these borrowings.

In January 1970 the Board of
Governors announced an increase in the maximum
interest rates payable by member banks on time
and savings deposits. Maximum rates payable on
savings deposits were raised from 4 to 4%z per
cent, the first increase in this ceiling since 1964.
In addition, there was a general realignment of
ceilings on certificates of deposits, resulting in a
scaling upward of ceilings on both large-denomi-
nation negotiable CD’s and consumer-type certifi-
cates. ..lis action was part of a coordinated move
by the Federal Reserve System, the Federal De-
posit Insurance Corporation, and the Federal
Home Loan Bank Board that resulted in increases
in ceiling rates on deposits at both bank and non-
bank thrift institutions. Its purpose was to make
rates payable by these institutions more com-
petitive with market rates and to enlarge the flow
of savings into financial institutions. In June 1970
the Board of Governors suspended the rate ceil-
ings on large-denomination CD’s with maturities
of 30-89 days. This was one of a package of ac-
tions taken by the System to deal with the unset-
tled financial markets that followed the filing of
the Penn Central bankruptcy petition. Also in
June, the Board of Governors amended Regula-
tion Q to prescribe the conditions that must be
met in order for subordinated notes or debentures
issued by member banks to be exempt from in-
terest rate ceilings. The provisions of this amend-
ment were the same as those of the amendment
to Regulation D, which was made at the same
time and for the same purpose.

In May 1970 the
Board ot Governors lowered from 80 to 65 per
cent the margin requirement for credit extended
by brokers, dealers, banks, and other lenders to
finance the purchase or carrying of stocks and
from 60 to 50 per cent for credit extended by such
lenders to finance the purchase or carrying of
convertible bonds.

¢ A ‘New ¢ Approach
¢ August 1971-TNecember 1972

At mid-1971 the U.S. economy was beset by a
combination of seemingly intractable economic
problems. The economy was growing, but not
fast enough to eat into a substantial cushion of
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unused resources. The unemployment rate re-
mained near 6 per cent throughout the first half
of the year and only about 75 per cent of manu-
facturing capacity was being utilized. Neverthe-
less, prices continued to rise at an unacceptable
rate, accompanied by substantial increases in
wages. At the same time, the U.S. balance of pav-
ments position was deteriorating rapidly. ..ie
trade balance fell sharply in the spring and a
decline in interest rates relative to rates abroad
encouraged a rapid outflow of short-term funds
from the United States. By the second quarter
these developments gave rise to speculative activi-
ties that greatly magnified the outflow of funds.

This combination of problems created some-
thing of a dilema for economic policymakers. The
use of traditional monetary and fiscal policies to
speed up the rate of growth and reduce the margin
of unemployed resources might well exacerbate
the problem of inflation and cause further deterio-
ration of the balance of payments. On the other
hand, the use of these policies to slow the rate of
inflation by reducing aggregate demand might
only increase the slack in the economy and raise
the already high unemployment rate even higher.
Indeed, in view of the large amounts of unem-
ployed resources and evidence of a substantial
element of cost-push inflation in the economy,
there was some question as to whether the infla-
tion problem was amenable to the traditional
monetary-fiscal policy treatment.

The apparent conflict in achieving the Nation’s
economic objectives led to a decisive change of
policy. On August 15, 1971, the President an-
nounced a new economic policy. The most impor-
tant elements of the new program were a 90-day
freeze on prices, wages, and rents, to be followed
by a more flexible system of controls in the second
phase; suspension of convertibility of the dollar
into gold or other reserve assets; imposition of a
temporary surtax of up to 10 per cent on dutiable
imports; proposal of a package of tax reductions
designed to stimulate economic expansion.

The temporary freeze on wages and prices pro-
vided the time needed to set up the machinery to
carry out the Phase II program that was to suc-
ceed the freeze. On October 7 the President
announced the outlines of the Phase II program.
The goal of the program was to reduce the rate of
inflation to the 2 to 3 per cent range by the end
of 1972. The controls were to cover the economy
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broadly, they were to be mandatory, and were to
be removed when, in the President’s judgment,
reasonable price stability had been restored. An
Executive Order established the administrative
machinery to develop guidelines and to make
the decisions on wages and prices necessary to
achieve this goal. A Cost of Living Council, con-
sisting of high Government officials, was assigned
the responsibility of establishing broad goals,
determining the coverage of the control program,
overseeing enforcement, and coordinating the
anti-inflationary effort in line with overall goals.
A Price Commission and a Pay Board were created
to develop standards and make decisions on
changes in prices and compensation.

The new economic program brought about an
improved outlook for economic activity. ..e
strong measures to control inflation appeared to
raise the level of business and consumer confi-
dence. Prospects for consumer spending were
favorably affected by such fiscal measures as the
proposal to remove the excise tax on autos and to
advance the date of certain personal tax reduc-
tions. The proposed investment tax credit pro-
vided encouragement for increased business
investment spending.

The overall effect of the new economic pro-
gram and related monetary and fiscal policy
measures was quite stimulative. The effect on the
economy was not immediate, however, mainly
because economic activity in the third quarter of
1971 was dominated by the liquidation of inven-
tories, particularly excess steel stocks that had
been accumulated earlier in the year in anticipa-
tion of a strike. Final sales rose somewhat more
rapidly than in the second quarter, however,
largely because of a sharp increase in purchases
of domestically produced autos after announce-
ment of the new economic programs. Overall
economic activity accelerated in the fourth quar-
ter as inventory accumulation resumed, as outlays
for residential construction continued to rise, and
as the rate of business capital spending picked up.
Real GNP grew at a 5.8 per cent annual rate in
the fourth quarter, while the implicit price defla-
tor rose only 1.7 per cent.

The strong surge in economic activity that
began in late 1971 continued through 1972. Mea-
sured in current prices, GNP grew almost 10 per



cent for the year as a whole. The rise in the
implicit price deflator was only 3 per cent, how-
ever, and real GNP recorded a hefty 6.4 per cent
advance. This expansion was more than twice
that for 1971 and the largest since 1966. Growth
in real output was rapid in every quarter of 1972,
with quarterly advances ranging from 6.3 per
cent to 9.4 per cent annual rates. Moreover, the
expansion in 1972 was broadly distributed, with
all major sectors of demand except net exports
contributing to the rise in GNP. A very large
increase in gross private domestic investment, a
step-up in Federal purchases, and a substantial
expansion in consumer spending were the princi-
pal stimulative forces in the economy.

The surge in economic activity between August
1971 and December 1972 resulted in a significant
improvement in the utilization of productive re-
sources. The most marked improvement did not
occur, however, until the final three quarters of
1972. More than three-quarters of a million
additional workers found employment between
August and December 1971, but the civilian labor
force increased by almost exactly the same num-
ber and the unemployment rate remained virtu-
ally unchanged at around 6.0 per cent. The labor
force continued to grow rapidly throughout 1972,
but employment grew even more rapidly. As a
result, the unemployment rate fell to 5.1 per cent
by the end of 1972. The index of capacity utiliza-
tion in manufacturing rose from 74.7 per cent at
the time of the inauguration of the new economic
program to 81.5 per cent at the end of 1972.

The performance of prices and wages during
the period was somewhat mixed. There was a
temporary bulge in the first few months following
the termination of the wage-price freeze in
November 1971, but after that there was some
moderation in the rise of both prices and wages.
Employee compensation increased 6.9 per cent
over the course of 1972, compared with a rate of
8.1 per cent in the first half of 1971. Moreover,
output per manhour was sharply higher in 1972
and the rate of advance of unit labor costs was
reduced substantially by year-end. The average
quarterly increase in the GNP implicit price defla-
tor was 2.3 per cent (annual rate) over the final
three quarters of 1972, compared with an average
of 4.8 per cent for the first two quarters of 1971.
Consumer prices rose 3.4 per cent over 1972 com-

pared with an annual rate of 3.8 per cent in the
pre-control period of 1971. Wholesale prices, on
the other hand, advanced very rapidly in 1972
propelled by an explosion of farm prices in the
final three quarters.

..le new economic program recognized the
need for a substantial realignment of exchange
rates between the dollar and other major curren-
cies in order to restore the competitiveness of
U.S.-produced goods in world markets. The first
steps toward this goal were taken on August 15
with the suspension of convertibility of the dollar
into gold or other reserve assets, imposition of a
temporary surtax of up to 10 per cent on dutiable
imports, and limitation of tax relief for capital
expenditures to domestically produced capital
goods. Following these actions, all major coun-
tries allowed the prices of their currencies to rise
relative to the dollar, although there continued
to be substantial intervention by foreign central
banks. In mid-December, representatives of the
major trading countries met in Washington and
agreed to a significant adjustment of exchange
rates. The agreement also provided for a widen-
ing of the intervention band to 2% per cent on
either side of the new parities (it had been 1.00
per cent), and U.S. representatives agreed to ask
Congress to raise the dollar price of gold from
$35.00 to $38.00 per ounce. The 10 per cent sur-
tax on imports was removed.

Despite the dramatic nature of these actions,
they brought little immediate improvement in the
U.S. balance of payments. The trade balance
worsened as the deficit in 1972 totaled $6.9 bil-
lion, more than $4 billion larger than the one in
1971. The strong expansion in the U.S. economy
in 1972 led to a strong expansion in the volume of
imports. At the same time, prices of U.S. imports
rose sharply, both because of the devaluation and
because of a general increase in world prices,
while export prices expressed in dollars increased
much less. Thus, while merchandise exports rose
14 per cent in 1972, imports increased even faster.
The enormous flows of speculative funds that
caused so much havoc in 1971 were largely absent
in 1972 and there was a modest reflow of private
capital into the United States. As a result, the
over-all balance of payments deficit on the offi-
cial settlements basis dropped from almost $30
billion in 1971 to just over $10 billion in 1972.
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In the period between the
announcement of the new economic program and
the end of 1972 both fiscal policy and monetary
policy were designed to achieve a more vigorous
expansion of the economy and to bring about a
more complete utilization of the Nation’s produc-
tive resources. As part of the new program the
Federal excise tax on automobiles was removed,
the investment tax credit was reinstated at 7 per
cent, and a reduction in the personal income tax
that had been scheduled for later was advanced
to January 1, 1972. In addition, programmed
Federal expenditures were stepped up, mainly in
the form of transfer payments and grants to state
and local governments. As a result, Federal ex-
penditures rose some $26 billion in the calendar
year 1972. Tax revenues soared, however, as a
result of the upsurge in economic activity and
because a change in tax-withholding schedules
resulted in substantial overpayments on indi-
viduals’ taxes in 1972. Consequently, the Federal
deficit on a national income accounts basis de-
clined to $18.5 billion in 1972 from $21.7 billion
in the previous year.

Reserve adopted a

cy stance following
the announcement of the wage-price freeze, and
bank reserves were supplied somewhat more
freely than earlier in the year. Apparently because
of a shift in inflationary expectations, however,
the demand for money balances declined. Con-
sequently, growth of the monetary aggregates
was quite moderate in the final months of 1971
and interest rates declined. By year-end longer-
term rates were about 1 percentage point below
their mid-August levels and short-term rates were
down by about 1%z percentage points over the
same period. The commercial bank prime rate
dropped from 6 per cent in July to 5% per cent at
year-end. This moderately stimulative monetary
policy was continued through most of 1972. In
the first half System open market operations
provided for a rapid growth of nonborrowed
reserves, but in the third quarter nonborrowed
reserves declined slightly. Total reserves grew at
a10.6 per cent annual rate for the year as a whole,
but most of the expansion in the second half came
from an increase of more than $1 billion in bor-
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rowing at the discount window. Reflecting the
rapid economic expansion and the strong demand
for credit in 1972, short-term interest rates rose
throughout most of the year. Long-term rates,
however, remained fairly stable. The commercial
bank prime rate continued to move downward in
early 1972, but in early March it began to drift
upward and through a number of small increases
reached a high of 6 per cent in late December.

System open
market operations provided reserves at a rapid
pace in the second half of 1971 and the first half
of 1972. Federal Reserve holdings of U.S. Govern-
ment securities rose more than $6 billion between
July 1971 and July 1972 and nonborrowed re-
serves rose about $3 billion over the same period.
Between July and year-end 1972, open market
operations provided reserves much more reluc-
tantly. In late 1972, however, open market opera-
tions were used to offset some of the impact on
bank reserves of changes in Regulations D and ]
(discussed below).

In November 1972
the System announced a change in Regulation D
that had the effect of restructuring the re ve
requirements of member banks. A relate change
in Regulation ] was designed to improve tl
Nation’s check clearing system. Both of these
changes had a significant impact on the reser
position of the banking system. Prior to the
change in Regulation D member banks were
divided into two groups (reserve city banks and
country banks) for reserve purposes. Most banks
in major financial centers were classified as
reserve city banks and all others were classified
in the country bank category. The chang in
Regulation D' minated the geographic y based
classification of banks for reserve purposes and
substituted a new system of graduated reserve
requirements for net demand deposits. The new
system, applicable to all member banks wherever
located, is based solely on the size of a bank’s
deposits. Applicable reserve requirements ranged
from 8 per cent on the first $2 million of net
demand deposits to 17%/2 per cent on deposits in
excess of $400 million (see chart).
Before the November 1972 change in Regula-
tion J, most banks located outside Federal Reserve
Bank or branch cities were required to remit funds



one or more business days after checks were pre-
sented for payment by the Federal Reserve. Most
banks located in such cities, on the other hand,
were required to remit on the same business day
the checks were presented. ..ie November 1972
change in Regulation ] requires all banks to remit
payment for checks presented by the Federal
Reserve on the same day the checks are presented.

Most member banks experienced some reduc-
tion in required reserves as a result of the restruc-
turing of reserve requirements against demand
deposits. In the aggregate required reserves were
reduced about $3.2 billion. ..ie change in Regula-
tion J, on the other hand, resulted in a net reduc-
tion in member bank reserves of about $2.1
billion. Implementation of these two changes
came at a time of regular seasonal reserve needs,
and open market operations were employed to
smooth the transition. Consequently, the net
reserve provision of about $1.1 billion had only a

minimal impact on the reserve position of the
banking system.

Changes in the discount rate
were rather intrequent during this period. In
November 1971 the rate was reduced from 5 per
cent to 4% per cent, and in December it was re-
duced to 4% per cent. In both instances the
changes were for the purpose of bringing the rate
into better alignment with falling market rates.

In December 1971
tne margin requirement ror purchasing or carry-
ing stocks and the required deposit on short sales
were both reduced from 65 per cent to 55 per
cent. In late 1972 it appeared that stock market
credit might contribute = inflatirnary pressures
and this action was reversed. ..ie w.argin require-
ment on stocks and the deposit on short sales
were returned to 65 per cent.
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Limitations and c Advantages of
‘Monetary ‘Policy

Establishing sound monetary policy is a task of herculean proportions. Central
bankers cannot feed data into a computer and expect to get a monetary policy
tailor-made to fit a particular economic situation. No matter how rich the ex-
perience and judgment of the policymakers, human error is still possible. And
mistakes, once made, must be taken into account in future policy actions. An
overly easy credit policy can cause inflation when expansion resumes. Anti-
inflationary measures that are too strong can bring a period of expansion to a
premature halt. Thus, central bankers—Ilike men walking tightropes in high and
shifting winds—must maintain their footing by leaning first one way and then an-
other into the wind but never too far in either direction.

‘Limitations of Monetary ‘Policy

What then are the limitations of monetary policy?
Partly, they are the effects of powerful forces
working in opposite directions. To some extent
they result from the limited influence that
monetary policy has over financial markets. In
part, they are due to imperfect knowledge and to
errors of human judgment.

The more competi-
tive the economy, the more effective monetary
policy can be. This is particularly true when
business activity is running at near-capacity
levels,and the System is trying to combat infla-
tionary pressures. At such times, monopolistic
pricing practices on the part of labor or business
can push prices up from the supply rather than
from the demand side. Sufficiently strong mone-
tary policy can undoubtedly prevent some in-
creases of this kind by dampening i “ation psy-
chology, but it is doubtful if it can completely
cure the problem in a prosperous economy with
strong monopolistic pressures. Conversely, con-
tinued monopolistic increases in wages and
prices during recession tend to hinder the adjust-
ments that lead to business recovery. To combat
such pricing problems effectively, there must be
additional measures designed to encourage com-
petition.

If the aims
the Federal
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Government spends, taxes, and manages its debt
—run counter to those of monetary policy, the
two can to some extent offset each other. This is
almost inevitable at times since the aims of
monetary p cy are largely economic, whereas
those of fiscal policy are often political or social
rather than economic. In a democracy it could not
be otherwise, but nevertheless the net result may
be an expansionary budget deficit when mone-
ry policc  ightly or wrongl 5 moving in
the opposite direction. Or it may mean a length-
ening of Treasury debt when the Federal Reserve
is cor ating recession. In such cases, monetary
and fiscal policy will partly offset each other.

policy must contend with two types of “slip-
pages” in the financial mechanism. First, com-
mercial banks may not immediately expand or
contract earning assets in response to changes in
the availability of reserves. Second, even though
banks act promptly, shifts in monetary velocity
may partly offset changes in the money supply.
Both kinds of “slippages’” complicate the task of
monetary policy, but their importance is over-
rated.

Incomplete use of additional bank reserves
clearly calls for larger changes in reserves than
would otherwise be necessary. This kind of
special action is taken quite frequently. During
1960, for example, the System had to supply



more reserves than would have been needed had
country banks responded more quickly to the
release of vault cash. Only if banks did not re-
spond at all would effective System policy be
impossible.

A more common difficulty is the increase in the
velocity of money ordinarily accompanying a
restrictive monetary policy. Perhaps the most im-
portant cause is the liquidation by banks of short-
term Government securities to meet rising loan
demands. This leaves the money supply virtually
unchanged since the banks merely substitute one
form of earning assets for another, but it does
tend to increase velocity by transferring bank
balances from those who probably would not
spend them as quickly—the purchasers of the
securitie o those who spend them almost im-
mediately—the new borrowers. Financial inter-
mediaries, such as savings and loan associations
or mutual savings banks, also can contribute to
increases in velocity by raising interest or divi-
dend rates to attract new funds for lending that
might otherwise not have been spent as quickly
and by lending the proceeds of Government se-
curity sales to borrowers who spend them im-
mediately. Finally, velocity can be increased
through security sales by nonfinancial institu-
tions and through the adoption of various ways
of economizing on business and personal cash
needs.

Such increases in velocity mean that monetary
policy must permit the money supply to expand
more slowly, and at times to contract, in order
to prevent spending from rising at an inflation-
ary clip. It is sometimes argued that the money
supply cannot undergo such restraint without
unduly interfering with Treasury financing oper-
ations or upsetting securities markets through
sharp increases in interest rates.

In practice, however, these fears have not yet
been realized. System actions have been delayed
at times by Treasury financing operations, but
the System has not had to alter appreciably the
direction and intensity of policy. Nor have se-
curities markets been disrupted by the System’s
tightening actions. Increases in interest rates
have actually been rather moderate—to no small
degree because policy affects the availability as
well as the cost of credit.

In fact, increases in velocity induced by a tight-
ening policy perform several useful functions.
First, by providing a means for financing outlays
they act as a safety valve to prevent an inadver-
tent over-tightening of the money supply from
becoming serious. Second, security sales result-
ing in increased velocity help transmit changes
in the cost and availability of credit quickly
throughout the entire credit mechanism. Finally,
shifts in velocity make credit policy more equi-
table by enabling spenders to maintain those ex-
penditures with the highest priorities by trans-
mitting the effects of the policy to the more
marginal outlays.

Monetary
policy—Ilike any discretionary stabilizing policy
iecessarily involves judgments based upon in-
complete evidence. Errors can occur for two rea-
sons. First, delays in the availability of important
business indicators make it impossible to know
exactly how the economy is behaving at the
moment. Second, policy-making involves judg-
ments regarding the course of business activity
in the absence of central bank intervention and
the probable effects of various policy combina-
tions. Errors of judgment can be minimized
through experience and careful analysis, but they
can never be eliminated completely.

¢ Advantages of ‘Monetary Policy

Despite its imperfections, monetary policy has
several advantages over the alternative methods
of stabilizing the economy—fiscal policy and di-
rect controls, such as rationing and price control.

In our
market economy, most production decisions are
made indirectly by spenders through their de-
mand for goods and services. Only those things
that spenders want will continue to be produced,
only the cheapest methods of production will last,
and only efficient producers can remain in busi-
ness. Consequently, except for certain inter-
ferences, our limited supplies of land, labor, and
capital goods are used to produce most efficiently
those things spenders want most.

Direct controls obviously change all this. They,
in effect, dictate what consumers can and cannot
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